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l. PURPGCSE

The purpose of this Notice is to address issues regarding
definition, licensing, underwiting, marketing and nonitoring
projects insured under the Section 232 program In view of
recent findings by the General Accounting Ofice (GAO), this
Noti ce provi des special enphasis on underwiting assisted |living
facilities.

I1. APPLICABILITY

The instructions herein apply to nortgages insured under Section
232 of the National Housing Act, including nursing homes, board
and care homes (B&Cs), and assisted living facilities (ALFs) as
appropri ate.

[11. BACKGROUND

The Report of the GAO entitled "G eater Oversight Needed of FHA s
Nur si ng Hone | nsurance Program (GAQ RCE-95-214)," issued in
August 1995, nade a nunber of inportant findings that are
addressed in this Notice.

Anong ot her things, the report expressed concern that the
addition of the ALF narket-driven product to the Section 232
programmay result in potentially riskier |oans that FHA nay be
unable to underwite and nmonitor effectively. This concern
extends to B&Cs, as well as to ALFS. As a result of the report,
FHA began post -endorsenment reviews of projects insured under
Section 232 to deternine prudent underwriting criteria that
shoul d be used for those products and will share those findings
with our
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State and Area Ofice (S/AO Housing staff. This analysis of
B&Cs and ALFs will be ongoing and will be broadened to include
sone basic information about all B&Cs and ALFS.

To assist this post-endorsenent review nmonitoring, S/ AGs mnust
submt to Headquarters, the processing for all ALFs and B&Cs,

whet her 223(f), new construction or substantial rehabilitation.
The Forms HUD- 92264, 92264A, 92273 and 92274 and the narrative
underwriting summary and EMAS mar ket study should be subnmitted to
the Ofice of Multifam |y Housing Devel opnent, New Products

Di vi si on, Room 6146.

Based on the GAO report, B&C defaults were high for projects
endorsed from 1987 to 1994. HUD paid clains on 10 out of 33
projects insured during that period. This claimrate of 30
percent conpares to 8 percent for the nursing home programas a
whole. The primary reasons cited for the defaults of B&Cs were:
1) inexperienced operators, 2) under-witing problens, (3)
projects too large for the market, and 4) over-estimation of

fill-up during the first year of operation
Projects went into default because they did not fill up as
qui ckly as planned, i.e., the pro-forma marketing projections

were too aggressive. As a result, the projected i ncone was
overestimated and projects had | arger operating deficits than
antici pated before break-even occupancy was achi eved.

In other cases, projects achieved a |ower |evel of incone than
proj ected because they were anticipated to have doubl e-occupancy
roons in markets where such sharing of living space by private
pay residents is not typical. 1In still other cases, the
nortgagor entity could not attract sufficient private pay
residents and, therefore, had to negotiate contracts with State
agenci es for paynents that were substantially |ess than the
private pay rates projected in the underwiting.

This Notice addresses the above issues raised by the GAO as wel
as other matters related to ALF and other Section 232 processing.

ASS| STED LI VI NG FACI LI TI ES
A. The ALF Product

In the last 10 years, devel opers have offered ALFs as an
alternative to nursing hone care. ALFs are not a

repl acenent for nursing hones, although studies suggest that
at least 15 percent of nursing hone residents could be
placed in |ower |evels of care. Mreover, according to an
Anerican Associ ation of

Retired Persons survey, nobst ol der persons woul d rather
remain in their own homes. Only 5 percent of frail elderly
persons reside in institutional settings.

Nevert hel ess, ALFs are an inportant product in the grow ng
seniors' housing industry. For the Departnment to be
successful in this product, S/ AO staff nust educate itself
about all aspects of the ALF market, appraisa

consi derations, underwiting and project operations.
Moreover, as the early experience with B& s shows, vigil ance
is required in nonitoring the inplenmentation of ALFs as a

di stinct product line to avoid the problens that GAO has

poi nted out.

B. Underwriting



Recent Headquarters reviews of selected ALFs raised concerns
about underwiting of these facilities, which, as a class,
may expose FHA to higher risks if not properly underwritten.
O particular concern was the use of cap rates and expense
rati os that were too low. For exanple, the cap rates used
(nmost of themless than 10 percent) did not reflect the
proper returns expected for the level of risk involved with
this facility type. Likew se, ALFs entail a high degree of
expenses relative to rental apartnents which nust be
reflected in the underwiting.

S/ AGs shoul d review the Section 232 Handbook (4600.1 REV,
dat ed Septenmber 1992 and 4600.1 REV, dated January 1995) in
conjunction with this notice as well as reach out to State
agenci es and i ndustry resources to garner greater
understandi ng of this product. The Handbook, particularly
the Valuation instructions, cover analysis of incone and
expenses, proprietary incone, and other aspects of ALF
underwriting. It is essential to get a thorough
under st andi ng of the product. While Headquarters can assi st
t hrough witten guidance and training, there is no
substitute for |earning about |ocal conditions.

ALFs are primarily a private pay product. |n sone cases,

t he owner/operator nay set aside sone units to be used for

| owincone residents if bond financing requires it or the

owner so designates. |If so, the income stream nust be

adj usted downward to show the discounted rate for the set-aside
of low income units. For underwriting purposes, the

category of inconme nmust indicate the nunber of market units

at the private pay rate and the nunber of units at |ess than
the market rate

Mor t gagor Experience

I nexperience of the operator was the single nost specified
reason for default and claimfor the 10 B&C clains cited in
the GAO report. S/ AGCs nust ensure that only experienced
devel opers and operators participate in FHA' s ALF program
Therefore, the devel oper or a nenber of the devel opnent team
shoul d have a proven track record of 3 to 5 years in the ALF
or B&C narket. This experience nmust be in devel opi ng,

mar keti ng, and operating ALFS. These facilities are
different fromthose of other project types insured under
Section 232. Wth the focus on hospitality coupled wth
health care, ALFs are very different fromrental apartnents
and even from nursing hones, and nanagenent experience is
nore inportant than the real estate

S/ AGs should make it a condition that devel opers wi thout the
above experience nust contract with a nanagenent

conpany/ operator that is know edgeabl e about the industry
and has a proven track record. (See Handbook 4600.1, REV-1
Change 1, paragraph 13-10.) Ofices should al so encourage
sponsors to use a lender famliar with Section 232
processi ng.

Mar ket

Marketing an ALF to the frail elderly popul ation requires

i n-depth know edge of 1) product, 2) location, 3) price, 4)
accommodati ons, 5) business, 6) design ; and 7) comunity
relations. The ALF market is private pay and consuner
driven. Residents have options and exercise choices



regardi ng how they spend their noney for the type of
residential care facility they select, i.e., nursing hone,
ALF, home care or senior retirenent facility. As an aid to
assessing the market for ALFS, see Attachnent 1, EMAS

gui del i nes for narket anal yses.

Mar ket St udy

The market study nust show that sufficient demand exists for
t he proposed project with the amenities and services

of fered, at the appropriate price, at the size, and at that
| ocation. Since every narket has different characteristics,
the market study should reflect: 1) types of conpetitors, 2)
pricing, 3) age of facility, 4) referral sources, 5) track
record of owner/operator (years of experience in the

busi ness), 6) name recognition- and 7) expertise of the
devel opnent team

S/ AGs shoul d research the narket and validate the data (age,
income, and frail elderly population). The HUD econom st
shoul d conduct an i ndependent narket anal ysis of current and
antici pated supply/denmand i ncluding collecting data on the
conpetitive environment. This should consist of current
projects and those in the pipeline (planned or under
construction) and information on the trends on wages,
pricing structure, occupancy and denographics. Any narket
pl an should deal with the primary narket (5-mle radius).
The secondary narket may include up to a 15-nmile radius for
a study. The market study nust provide a statenent of

mar ket condition, penetration, and nmarket position of the
proposed devel oper.

A market study is no substitute for a financial feasibility
study. Each should focus on: 1) denobgraphics, 2) trends, 3)
nei ghbor hoods, 4) pricing, 5) economics; and 6) narket area
that the project will serve. The econom st nust validate

t he sponsor's narket study by conducting an i ndependent

mar ket study of the market place to assess the supply/demand
(existing, pipeline, and planned beds/units). The

i ndependent study nust have evidence to support narket
demand.

In addition to the formal narket analysis, S/ AGs nust review
t he proposed busi ness conponent. This product is nuch nore
a health care business enterprise that nust be profitable
for the project to remain viable rather than a housing
facility that nerely provides additional services and
anenities. The real estate is not what makes the project
financially successful. For those providers that narket
speci al care prograns, (Al zheimer's, hospice), it is

i mportant to review the business plan, proposed activities,
staff ratios, roomrates, architectural designs, State and
| ocal inspection reports, and referral sources.

Feasi bility Study

A feasibility study determines if the proposed project can
be produced at and nmarketed at the prices reflected in the
mar ket study. The feasibility is an opinion or a report of
the financial forecast and nanagenment's assunptions. |If the
project is an expansion to an existing facility, the

nort gagor should provide an overview of the facility

(i ncludi ng key nanagenent staff), services, occupancy,
detailed list of sources and uses of funds, facility
utilization, historical report on revenue and expenses,



wor ki ng capital funding, debt service coverage, payor
sources, contracts - VA, County, State, Health Mi ntenance
Organi zati ons, Managed Care Organi zations.

If the project is a new facility, the nortgagor should

i nclude in the business plan: size, services provided,

mar keti ng area, nane and experience of the design architect
and general contractor, forecast of facility utilization
revenue and expenses and key managenent staff and their
experi ence with devel opi ng/ managi ng a conparabl e type of
facility. The feasibility study nmust test the financia
viability of the project to generate inconme based on
stabilized occupancy and the prognosis of the market over
the next 5 years.

Pr e- Mar ket i ng

The devel oper should start the pre-narketing approximately 6
nont hs before the project becomes operational. This

approach shoul d expedite the | ease-up period. A pre-marketing
budget (typically around $1,500 per bed/unit

according to industry sources) allows the nortgagor to pay
rent, hire marketing staff, and buy pronotional services,
consul tants and supplies. It ensures that the nortgagor

will focus on marketing frominitial endorsement to project
conpl etion, operation, and stabilized occupancy. The pre-marketing
is critical to the initial occupancy as well as

the ongoing fill-up period. The premarketing expense is a
soft cost that should be included in the nortgage. The

mar keti ng expense is as inmportant as the |ocation

reputation of the devel oper, and the project design

The approach to pre-marketing is different for independent
living units (ILU) than ALF units in cases where an ALF
contains ILUs. The narket study nust show the additiona
time it my take to fill up ILUs (12-18 nonths.) The | ead
time to get an executed adm ssion contract for an ILU is

| onger than for an ALF. The lead tine to get an executed
adm ssion contract for an ILU unit (generally 12-18 nonths)
is longer than for an ALF unit. However, the above is only
neant as a guide, the real test is the track record of the
devel oper.

S/ AGs should | ook closely at the Initial Operating Deficit
(10D) escrow to offset a slow | ease-up period. The 10D will
be critical to the success of the project during the first
10-12 nonths. The | OD escrow nust be funded to offset the
slow fill-up period for new facilities.

Desi gn

The proper m x of acconmpbdations is an inportant factor in

t he success of the | ease-up and occupancy. As discussed
previously, sone devel opers with nursing home experience nay
want to devel op nostly semi-private roons even though this
type of unit has

not been successful in the ALF market. Because ALF

residents generally are private pay and have a choice

(unlike Medicaid recipients in nursing hones), private roons

with a full bath are the standard. There nay be a few sem -private
roons in sone facilities where narket experience

supports it. However, the rationale for the sem -private

roons will be based on the desire of the devel oper to have

sone units affordable for SSI and | owincone residents or



for specialized markets. Alzheiner's facilities may be

deve

oped as free-standing facilities; however, the trend is

to build smaller facilities conprising 16-44 beds.

While there is no typical ALF nodel, sone devel opers have

been

successful with a prototype nodel used in nultiple

| ocations. HFAs may choose to devel op ALFs with an
af f ordabl e housi ng conponent by reducing the construction

cost
faci

and partnering with local conmunities. |[|f so, these
ities have | ess space, fewer services, and different

desi gn features.

Al so, developers that initially built retirement communities
with ILUs may have to retrofit those units and convert them
to ALFs due to "aging in place." In order to qualify for
Section 232 nortgage i nsurance; however, the units nust be

constructed to neet Federal, State, local building and fire
codes, and Federal and State accessibility requirenments.

The design of the ALF should be a residential vs.

i nst

tutional nobdel and give the appearance of a home-like

environnent. The buil ding shoul d be designed to naxim ze

t he needs and preferences of the residents that occupy the
units. A mninmmof 25 square feet (sf) of dining area and
30 sf of recreational and conmon space are recommended

m ni mum standards. The unit size may vary from 150 sf

(sem
si ze

-private roon) to 650 sf for a two-bedroomunit. The
will be subject to pricing, what the market will

support, and the cost of construction

The design of the facility nust closely match the needs of
the regul atory environnent, providers who will operate the

facilities and the residents who will occupy the units. HUD
shoul d encourage creativity in design while still adhering
to enforcenent codes, zoning, licensing, and |oca

ordi nances. The devel oper shoul d design an ALF to neet
resi dents' needs and at the same time keep in mnd that the
product is market driven and the consunmer has choices.

Aver ages

There are some overall industry statistics and "rul es of
t hunmb" that S/ AGs should be fanmiliar with when processing

ALFS

In | earning about the industry in a particular area

of the country, staff will undoubtedly need to fine tune
these itens in view of |ocal conditions. The followi ng are
not neant to be hard and fast rules or limts where |oca
experi ence suggests otherwi se. Exanples to consider are:

1

According to an April 1996 survey of 120 projects by
Capital Valuation G oup, the average freestandi ng ALF
project costs $6.4 million and generates $2.3 million in
annual revenues.

The care in an ALF is delivered at approximtely 70
percent of the cost of care in a nursing hone.

The average operating expenses are approxi mately 55
percent of the cost of care.

The resident turnover is approximtely 40 percent per
year.

The inconme estimate (for qualification purposes) should
take into account that the resident will spend



approxi nately 75 percent of income on the nonthly ALF

costs.

6. The resident will need an incone of approximately $25, 000
per year to reside in an ALF.

7. The average adnmi ssion per nmonth after the initial fill-up
is three to four residents per nonth.

8. The typical fill up takes 10-12 nonths for experienced
operators. The overall industry absorption rate is

t hree net adm ssions per nonth.
9. The average construction cost is $85 per square foot.

10. The profit margin is 35-40 percent before debt service
cover age.

H. Maj or Concer ns

The emergence of ALFs coul d have a negative inpact on HUD s
nursi ng hone portfolio in those States that have a Medicaid
wai ver to use nonies previously targeted for nursing
facilities, as famlies and States seek alternatives to

hi gher priced skilled facilities. However, nmany nursing
hones nmay be able to reposition their markets toward hi gher
| evel s of care, such as sub-acute care, in the face of
changes to Medi care and Medi caid rei nbursenents to offset a
potential negative inpact. The energence of ALFs could al so
generate a great deal of business for FHA from small er
facilities requiring substantial rehabilitation and
refinance. The S/ AO nust pay close attention to the track
record of the project owner/devel oper for all existing
facilities, whether or not they require rehabilitation

refi nance or acquisition. The past 3 years of financia
data will be critical in determning the project's
feasibility. The historical profit margin will be an

i mportant factor in determining financial feasibility. The
maj or concern and caution is that inexperienced operators
will attenpt to build retirement housing for seniors
financed with Section 232 insurance.

As the industry natures and | enders | earn about the Section
232/ 223(f) product, there will be inquiries about
refinancing retirenent centers, congregate housing, and

i ndependent living units. The above projects would only
qualify if they neet the State |icensure requirenments and
programeligibility and underwiting requirenents under
Section 232.

J. Codi ng (2088)

There is a separate Section of the Act Code assigned to ALFs
and B&Cs in the F47 MAS System The code the S/ AO should
use for ALFs is RNL and RNT for B&Cs when transnitting the
290s to MAS. Using the above codes will allow the
Departnment to track the growmh of these products. These
suffi xes have not yet been inplenented in MDLIS.

OTHER | SSUES
In addition to the GAO Report, two recent Inspector General Audit

Reports have raised i ssues about nursing home and ALF
devel opnents which we would like to bring your attention



A Novenber 13, 1995, Ofice of Inspector General Report, "Section
232 Nursing Honmes, The Americana and Monticello Hall, Ofice of
Housi ng, (96-SE-119-0001)" prepared by the Ofice of Audit,

Nort hwest/ Al aska, presented findings on the cases of Pl easant
Val | ey Health Services Corporation, a California based nonprofit
nortgagor. |ssues raised by the bankruptcy of two of its
projects under Section 232 led to a review of the sol e-asset

nort gagor requirement and the proper filing of UCC docunents.

In the Seattle case, Headquarters granted a wai ver of the sole
asset requirenment because the sponsor had a firm conmtnent and
was about to cl ose when the sole asset requirement was
established for nonprofit entities. However, the nonprofit
ultimately went into bankruptcy, the two insured projects
defaulted, and HUD s interests were unprotected in a series of
areas including UCC filings and bed authority that was not tied
to the project.

A separate review by the District Inspector for Audit in the New
Engl and District rai sed concerns about |ease paynents during the
construction period and obtaining operating statenents fromthe
Mort gagor/ Lessor as well as recommended revisions to severa
processing forns and the regul atory agreenent.

A Wai ver of Sole Asset Mrtgagor Requirenent

Wai ver authority of the sole asset nortgagor has been

del egated to the field as part of the overall del egation of
wai ver authority for handbooks, notices, and sinmilar
instructions. However, experience has indicated that S/ AGCs
nmust exercise extrene restraint in granting this waiver.

S/ AGs must ascertain, on a case-by-case basis, that FHA's
financial interests are protected. Any such waiver should
be made only where there is a conpelling reason and not nere
conveni ence. S/ AGCs shoul d consi der what conpensating
collateral is adequate to protect the insurance fund. The
Departnment's security for nonrecourse | oans nust not be

di m ni shed.

B. Uni f orm Conmmrer ci al Code Docunents

UCC docunents nust be filed in each State where the project
is |l ocated and where the project owner is located if they
are in different States. The UCC filing statenents nust
specifically cover nursing home revenue as project revenue.
The cl osing checklist of |egal requirenments (see Appendix 1
of HUD Handbook 4430.1 , REV-1) continues to list the UCC or
chattel nortgage docunents as exhibits.

In addition, the new revised guide formfor the nortgagor's
attorney's opinion addresses the responsibility for proper
filing of the UCC financing statenents.

C. Project Bed Authority

Any nodifications (additions, deletions or mgjor

i mprovenents) in the bed authority for a nursing hone

i nsured under Section 232 nust be approved by HUD to protect
FHA's security in the project. This nust be reflected in
the Regul atory Agreenment. Moreover, security interest in
the bed authority should be perfected to the project to the
ext ent possible under State | aw.

D. Leased Facilities



S/ AGs nmust revi ew | ease agreenents between the nortgagor and
| essee to ensure that the agreenent reflects a narket

conpar abl e | ease paynent. O fices should take exception
when the agreenment, especially for cases involving
substantial rehabilitation of an existing nursing hone,
provides for a reduced (|l ess than narket) |ease paynent for
the period up to cost certification cut-off in an attenpt to
avoid the application of net incone as a recovery of
construction costs, For all projects involving an identity-of-
interest |ease, at cost certification, the nortgagor and

| essee are required to submt a certified operating
statenment which reflects the income collected and expenses
incurred in accordance with the | ease agreenent. Mortgagees
nmust be advised that failure to disclose a | ease arrangenent
or identity of interest will be considered a serious
violation and will be grounds for Departnental sanction.

Lease Payment/Net |ncome During Construction Period

Total incone, including | ease paynments, nust be recogni zed
during the construction/rehabilitation period. Wen an
identity-of-interest |ease situation exists, all project

i ncome during the construction, irrespective of the |ease
amount paid by the identity of interest |essee, will be
consi dered and nortgage reductions applied accordingly.
There should be no difference in the overall basic income
figures whether or not there is an identity of interest

| essee.

At the time of cost certification, an audited operating
statenment in accordance with the requirenents set forth in
paragraph 11-6.B. 3 of Handbook 4470.1 REV-2 . covering the
period fromthe begi nning of marketing and rent-up
activities (or date of initial endorsenent in rehabilitation
projects involving insurance of

advances or start of construction for rehabilitation
projects involving i nsurance upon conpl etion) to the cost
certification cut-off date, nust be submtted by:

1. The nortgagor entity, in all cases.
2. Lease Arrangenents
a. The | essee, when an identity-of-interest exists

bet ween the nortgagor and | essee and the | essee

has executed the Regul atory Agreenent-Nursing

Honme, Form HUD- 92466 NHL). While a review of both
the nortgagor's and | essee's statenments is

required in determning the actual anount of net

i ncome available to off-set allowed costs, primary
enphasis is given to the | essee's statenent.

Revi ew the statenents in accordance with the
instructions in Chapter 11 of Handbook 4470.1 REV-2.
In addition, when review ng the | essee's

st at enent :

1) i ncrease net inconme by the anpbunt of the
| ease paynment paid to the nortgagor (| ease
expense).

2) i ncrease net inconme by any incone, other than

| ease i ncone, reported on the nortgagor's
i ncone statenent.



3) decrease net incone to include typica
proj ect operating expenses fromthe
nortgagor's statement which the nortgagor is
required to pay per the | ease agreenent,
i.e., real estate taxes, insurance, etc.
Make sure there is no duplication of
expenses.

b. The nortgagor entity only, where no identity-of-interest
exi sts between the nortgagor and | essee
and the | essee has executed the Regul atory
Agr eenent - Nur si ng Honme, Form HUD-92466 NHL. The
nortgagor's income statenment should reflect a
mar ket conparabl e | ease paynent as incone.

3. The nortgagor, where the nortgagor and the
adm nistrator are the sane entity and Form HUD- 92466
NHL has not been execut ed.

Treat any net income resulting fromreview of the
operating statenent in accordance with the instructions
contai ned in paragraph 11-6.B. 3. k of Handbook 4470.1
REV- 2.

Regul atory Agreenment for Leased Facilities

Current instructions require an executed | ease between the

| essor and | essee in those projects that are operating
facilities at the time they obtain FHA insurance. S/ AGCs are
required to approve a signed copy of the | ease (Form HUD- 92466 NHL).
This requirement can be found i n Handbook

4600.1, REV-1, Change 1, Chapter 14, paragraph 14-12 and 13.
The | essee (tenant) only has the right to use the building
equi pment that is stipulated in the lease. 1In addition to
executing a regulatory agreenent, the | essee nust sign a
Previous Participations Certification (FormHUD 2530). The
termof the | ease does not have to parallel the same term of
t he nortgage.

Forms Revi si on

The following forns are being revised to nore accurately
reflect the requirenents of the program S/ AGs shoul d nmake
the foll owi ng changes until the forns are revised:

1. Form FHA- 2433 Mortgagor's Certificate

Include | anguage that clearly states that the
nortgagor/|l essor must report | ease paynments during the
construction period as rental incone.

2. For m FHA- 3305 Agreenent and Certification

I ncl ude | anguage that clarifies that not only nust the
nortgagor report all receipts and di shursenments from
the date of first occupancy, but also that all receipts
and di sbursenents must be reported during the
rehabilitation period for substantial rehabilitation
cases.

3. Form HUD- 92466 NHL Regul at ory Agreenent
Include a provision that any and all future | essees

nust execute a Regul atory Agreenent. There nust also
be | anguage to require the |l essee to subnmt financia



statenments to the S/ AO or designee within 60 days of
the close of the project's fiscal year

4, Regul at ory Agreenents

We will devel op a separate Regul atory Agreenment for the
Section 232 programin the near future. The Agreenent
will be tailored to residential health care facilities
and clarify such areas as distinguishing between
"rents" and "accounts" or "fees and charges."

In at | east one jurisdiction, a bankruptcy court has
rul ed that nonies paid for nursing home care are no
nore "rents" than are hospital charges. The court said
that the fact that patients live there is incidental to
providing themw th nursing care.

VI.  UNDERWRI TI NG CONCERNS RELATI NG TO CREDI T SUBSI DY

A I mplications of Actuarial Analysis for FHA's Section 232
program

Price Waterhouse recently conpleted an analysis of the
Section 232 program for credit subsidy re-scoring purposes.
The program overall, appears to be in relatively sound
shape froma strict "credit subsidy" perspective. That is,
standi ng al one and analyzed in isolation, an assumi ng no
radi cal and unanticipated health reformrevisions are
forthcom ng, the programis self-sufficient. However, the
study uncovered a pattern which FHA nust correct in order to
protect the Insurance Fund and i nprove program performance.

B. The Pattern: Causes and Cures

A critical fact reveal ed by reanalysis of the 35 years of
program data is that nost clainms occur within the first 7
years (see Attachnent 2.) Years one through four are
particul arly disastrous, accounting for nearly two-thirds of
all claims. This new construction/substantia
rehabilitati on underwiting problemnust be addressed,
because it has an enornous effect on credit subsidy results
(which are nost strongly influenced by early program cash
flows since |l ess "discounting" back to present value is
required for years one through four |osses, when neasured
against M P incone).

One nmay attribute sone of these losses to early state-Mdicaid or
Medi care rei mbursenent errors and inpl enentation

delays in the late 1960's and early 1970's, or unintended

State budget-driven underfunding or cost cutting measures in

the late 1980's and early 1990's. However, this adnonition

to exam ne the underwiting problens carries even greater

wei ght when one understands that approximately one-third of

assi gned nursing

facilities "righted thensel ves" while being HUD held and,
upon di sposition, repaid all accrued interest, unpaid
princi pal bal ance, and other hol ding and di sposition costs.
Thi s suggests that even thinly-capitalized businesses could
eventual Iy succeed if operating deficits had been nore
accurately forecasted. The lesson |earned is that HUD nust
eval uate the adequacy of the operating deficit reserves
carefully. During the fill-up period, the payrol
(relatively large front-end requirenents) and marketing
costs are the primary contributors to project defaults and



FHA's | osses. S/ AGCs nust assure that adequate operating
reserves are established to address the above concerns.

Any questions on this Notice should be addressed to Courtl and
W son, New Products Division at (202) 708-0743, extension 2542,

Ni col as P. Retsinas
Assi stant Secretary for Housing-
Federal Housi ng Conmi ssi oner

Attachnents
Attachnent 1

GUI DELI NES FOR CONTENT AND FORVAT OF A MARKET ANALYSI S REVI EW
SECTI ON 232 RESI DENTI AL CARE FACI LI TI ES

A Proj ect Description:
1. Nunber of units by bedroom size or type of acconmbpdati on

2. The estimated total nonth cost for shelter and mandatory
services by size of unit or type of occupancy, or
accommodat i on.

3. The estimated total nmonth cost for optional services or care
provi ded on an as needed basi s.

4, The proportions of the project to be occupied by public
pay/ assi sted tenants, e.g., SSI, and that by private
pay/ mar ket rate tenants.

5. The anenities, services and care provided by this type of
housi ng and how these relate to the physical or nental,
soci al conditions of the prospective tenants.

6. Project location in terns of proxinty to facilities and
services essential to the tenants such as hospitals,
nedi cal /health care facilities, social and conmmunity services,
public transportation, shopping and recreational activities;
and an any other |ocation considerations relevant to the
mar ket or nmarketability of the proposed project.

B. Sunmary of Findings and Reconmendati on

Statement of recomendation of approval or disapproval and brief
sunmmary of findings supporting the recomendati on

C. Definition of the Market and Submar ket Area:

Description of the geographi c boundaries of the housing narket
area and an explanation for the definition, including a discussion of
the primary and secondary geographic nmarket areas and the qualitative
submarkets for the project by socioeconom c characteristics: inconeg,
househol d si ze, age of head, etc.

D. Current Inventory: Quantitative and Qualitative Characteristics
of Projects in the Market Area.

1. Total number of units or accommodati ons by type or bedroom
size, e.g., one-bedroom apartnents, independent |iving units,
private, semniprivate roons, wards, etc

2. Total nonthly charges by bedroom size or type of
accommodat i ons



E. Al ternative Heal th/ Medi cal Care and Social Service System

1. Description of the extent and types of alternative housing,
care and services in the market,

a. Hone health care, adult day care, housekeeping services,
neal preparation, visiting nurses, on-call transportation
services health care, and alternative providers of supportive
services for the target market such as state and | oca
government social service agencies or fraternal, social
charitable or religious organizations.

b. The inmpact of these alternatives on demand for the
subj ect project.

2. Di scussion of the current levels of public payments by the
State for the types of care proposed relative to the typica
"private pay" rate for the sane |level of shelter, care and

servi ces.
F. Characteristics of Pipeline Activity:
1. Total nunmber of units under construction by the total nonthly

costs by bedroom size or type of accommopdati on, and the services or
anenities planned (mandatory or fee for service).

2. Total number of units in the planning stages with permts or
firmfinancial conmtnments. It is essential to have the nost up-to-date
and conprehensi ve i nformati on possible on the pipeline so

t hat di sagreements of supply volume with | enders and sponsors may

be accurately di scussed and resol ved.

G Demand Estimate and Anal ysis

1. The market analysis is based on an estinmate of annual denand
for the type of residential care. The denmand estimate shoul d show
t he nunber of units or acconmopdati ons by type and the total nonthly
char ges.

2. An anal ysi s which reconciles the proposed project with the
demand estimate, taking into consideration the forecast househol d
and popul ation growth of the target group(s), the current vacancy
situation, and the supply in the pipeline.

3. The denmand estinmate should reflect "effective denand" and
shoul d be based on the nunbers of households with sufficient

i ncomes and need for the type of shelter and care that could
reasonably be expected to be captured by the market during the
forecast period.

3. Typi cal types of services and anenities offered, whether these
are nmandatory or optional fee for services, and whether services
are provided by the facility (directly or by contract) or through

a third-party arrangenent (tenant and care provider).

4, A discussion of the types of projects and other housing
options conparable to and conpetitive with the subject project;
both in terns of the type of ownership/financing and tenant

adm ssion, e.g., private or public financed, extent of private pay
or public pay (nedicare, nedicaid and SSI patients).

5. Condition of inventory with consideration of the proportion
that may be substandard or obsolete in terns of physical plant,
services, anenities, etc. This is particularly inportant when the



proposal involves skilled nursing care or project with a
conbi nati on of levels of care revolving around a "nedi cal nodel".

6. Characteristics of the current tenants in terms of socio-economc
and psycho-physi ol ogi cal conditions e.g., age, incone,

sex, and limtations in activities of daily living, cognitive

i mpairnments, disabilities, etc.

7. Absor ption experience of recently conpleted projects on a
units per nonth basis, discussing the level and extent of any pre-sale
or pre-narketing efforts.

8. Extent of turnover and size of waiting lists in existing
proj ects.
9. Current occupancy in conparable and conpetitive projects and

in the market area for the type(s) of product, including a discussion of
reasons for any vacancy or absorption problens in the nmarket.

10. Current total nonthly charges for conparable and competitive product,
wi th consideration of typical anenities and service package.

11. Extent of concessions or simlar incentives in existing projects or
projects ininitial rent-up

4, A descriptive analysis of the demand estimate whi ch addresses the
primary deternm nants including:
a. Current and projected popul ation of the target group(s) by age
cohort and the proportion of the narket each group conpri ses.
b. Current and projected estimates of the primary group to be served
by social, physiological, psychol ogical characteristics, i.e., the

extent and type of limtations in activities of daily living or
cognitive inmpairnment/disability.

C. Current incone |evel/band of incone of prospective househol ds
conpri sing demand, including cost/rent to incone ratio(s) assuned in
t he anal ysi s.

ATTACHVENT 2

ATTACHMENT 2 CONTAI NS HI STORI CAL CLAI M EXPERI ENCE - SECTION 232 - FI SCAL YEARS
1960 THROUGH 1995.




